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EDITORIAL DEPARTMENT NOTE 


The relationship of accountants to management and vice versa continues 
to occupy the minds of many writers and Each one emphasizes 
certain points so that in time a pattern emerge outlining more clearly 
the various facets of this topic. In the first wade the author is disturbed 
» gh a f tel seeeey Oe eee See ee nt of 
view of the help it a! offer to management in guiding the 
through these uncertain times. 

PERRY MASON, the author of this article, is well known in academic 
and N.A.C.A. circles. He is Associate Dean as well as Professor of 
Accounting at the School of Business Administration of the University 
of California. He holds a Ph. D. degree, is a C.P.A., and has had a varied 
career in teaching and public eo © currently serving the San 
Francisco Chapter as its Director of 


What accountants can do for management is concretely presented in the 
form of a case study on standard costs. Thic'ls tha pastor mnakd of 
- cost system “and for quite some years by the company under con- 
sideration. 

WILLIAM E. PERRY, the author of this article, has contributed many 
articles to our Bulletins and Year Books. The latest, on distribution pos 
appeared in the February 15, 1947 issue. He is Comptroller of the Scranton 
Lace Co. and National Vice President of N. A.C.A, yy ie Sa 
Vice President, he has made many friends throughout the Association. 


The last article in this issue deals even more specifically with the relation- 
ship between cost accounting and management. It is lively and refreshing, 
and contains much sound advice on the specific ways in which the cost 
accountant can increase his usefulness to management. 

F. J. CARR, tines. Masih 1906. fe bans Eedhne active anor tb eo 
Chemical Works since April 1946. He has had an active career in i 
having held positions as Treasurer or Controller of pegs 
cluding the Aviation Corporation and American Air Lines. Hi 
Controller of the Tennessee Valley Authority and was at one 
President in charge of Finance of the American Steel & Wire ay ay U.S. 
Steel subsidiary. 
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ACCOUNTING DURING INFLATION AND DEFLATION 


by PERRY MASON, Associate Dean and Professor of Accounting, 
School of Business Administration, University of California, 


Berkeley, Cal. 


i pares are various causes for and, therefore, various types of 

inflation and deflation, but for the purpose of this paper I shall 
accept a simple definition of inflation as a period in which prices 
in general are rising rapidly; and it follows that deflation is a 
period during which prices in general are falling rapidly. We are 
always in a period of price changes, but serious problems are 
created when most prices change in the same direction at the same 
time and tend to move up or down at an accelerating rate. It is a 
matter of speculation as to whether we are approaching a condition 
of serious inflation, but there certainly are a number of danger 
signals. We know that prices have advanced noticeably during the 
past few years. Although some prices are falling at the time this 
paper is being written, economists are still concerned about the 
possibility of price inflation after the present recession is past. We 
know that we are in for continued demands for higher wages 
which inevitably lead to higher costs which lead to higher prices. 
It is entirely possible that we shall wind up in an inflation spiral 
which will get out of control. There are many evidences of. un- 
certainty as to price trends. Universities, for example, have been 
granted, for badly needed new buildings, millions of dollars which 
they have been unable to spend, primarily because contractors do 
not dare to make bids on construction projects. It seems clear 
that we are headed for plenty of trouble even though the pattern 
and the timing are hazy. It is appropriate, then, to give some 
thought to accounting problems accompanying rapid price changes. 

These accounting problems fall largely into the field of the inter- 
pretation of accounting data: (1) profits are misleading; (2) 
costs of operation and production give improper guides to man- 
agerial policy ; (3) budget preparation is hampered ; and (4) bal- 
ance sheet and income statement comparisons lose their usual 
significance. In general, conventional accounting figures lose their 
normal meaning and conclusions drawn from them can be — 
ously deceiving. 

People who try to live on fixed incomes do not have to be told 
that the dollar changes in value. My son insists that he must have 
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a larger allowance because it costs him twice as much as it did last 
year to take his girl friend out for dinner and a dance. Our wives 
can testify vividly and at length to the effect of higher prices on the 
food budget. We can also remember that during the depression 
of the thirties when prices were low a dollar went a lot farther, 
and even a cut in salary did not mean a cut in the standard of liv- 
ing. We feel happy about a raise in salary and gloomy about a 
cut, but we soon find that the actual test is the effect upon our 
real income, the amount and quality of food, clothing, entertain- 
ment, and recreation that our salaries will buy. The effect of a 
salary raise or cut depends upon what is happening to the pur- 
chasing power of a dollar. 


Interpreting Profits 


Just as an individual has to interpret changes in his personal 
income in the light of the changes in the price level, so the owners 
and managers of a business have to interpret net profits with some 
caution. One of the best ways I know of to start an argument is 
to pose this question: if a merchant buys goods for $100 and sells 
them for $150, and then replenishes his stock of goods at a cost 


of $120, is his profit $50 or $30? Or, if he replaces the goods at 
a cost of $90, is his profit $50 or $60? The conventional accounting 
answer is $50 in both cases, but one can make a good argument for 
the point that net income should represent the power to obtain 
goods and services over and above what we had when we started 
and that it is meaningless to talk about profits until the original 
“real” capital has been maintained. 

If a seller is in a position to fix the price of his product and 
ignores cost-price fluctuations he will find that his price is too low, 
if costs have risen, since it will not enable him to replace the items 
sold and leave him a reasonable profit. If costs have fallen, his 
price will probably prove to have been too high since he could 
have lowered the price, increased his volume of sales, replaced his 
goods, and still have had a good margin of profit and higher total 
profits than if he had not lowered his prices. If the price of the 
product is determined by competitive market conditions, a seller is 
cutting his own throat if he indulges in price cutting when prices 
are rising even though his profit appears to be high, since he will 
be short of funds to replace his goods and will have to follow the 
market down when prices are falling. 

The profit figures which emerge from our accounts may also be 
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misleading as to the desirability of expansion. Suppose that an 
investment of $100,000 in a business appears to yield $20,000 of 
net income or a return of twenty per cent. If it would now cost 
$200,000 to replace all the assets of the business, the rate of return 
is actually only ten per cent and the chances are that even the 
$20,000 is overstated for this purpose since it was calculated with 
deductions for depreciation and other expenses based upon costs 
which are now markedly higher. When prices are falling, the 
situation may be equally confusing. A business may appear to be 
earning a low rate of return on its capital investment or even to 
be losing money, when, if current costs were brought into the pic- 
ture, expansion might well be indicated as having very profitable 
possibilities. 

And to cap the climax, we pay income taxes on conventionally 
computed accounting profits. We are taxed heavily when the profit 
figure is inflated and we need more and more dollar capital merely 
to hold our own on the treadmill, let alone actually making any real 
progress ; and when profits are actually higher than they appear to 
be and we could easily spare the money, our taxes are low. 

The net profit figure, then, cannot be taken at face value during 
periods of rapid price changes. Perhaps we can put it this way: 
the cost of replacing the goods which have been sold must be pro- 
vided for before any distributable profits can be recognized. When 
prices are rising, dividends must be restricted or new capital must 
be obtained in some other way to finance the increasing cost of 
replacing goods which have been sold and equipment which has 
worn out. When prices are falling, dividends can safely be in- 
creased over the amount of net income shown by conventional ac- 
counting calculations (assuming the presence of sufficient earned 
surplus to make the dividend legal), since the capacity of the busi- 
ness to make or sell goods can be maintained with a smaller amount 
of capital funds than before. ' 


Costs of Operation 
Not only are profit figures hard to interpret when prices are 


‘changing rapidly, but costs of operation and production lose much 


of their significance as guides for the management in making poli- 
cies and decisions. The costs which emerge from the cost account- 
ing system are out of date before they can be put into reports and 
schedules. They cannot be used as guides to a price policy. They 
cannot be used for comparison of alternative methods of produc- 
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tion. They are complex mixtures of depreciation and other costs 
based upon historical figures which, in view of the accelerated 
price changes, can well be called ancient history, together with 
items such as current labor costs, which represent an entirely dif- 
ferent price level period. Standard costs get into serious difficul- 
ties as dollar variances get out of hand. 


Reproduction Cost 


Our experience with the price of used automobiles during the 
past few years is a good example of what happens to practically 
everything during a period of inflation. A car which cost $1,000 
in 1940 could probably still sell for $1,000 or more. If we follow 
the conventional practice of charging depreciation at, say $250 a 
year, the first four years carry a depreciation charge, the years 
since 1944 would be charged with nothing, and if we now sell it or 
trade it in, we show a gain of $1,000. Or, we might take the atti- 
tude that it doesn’t cost anything to own a car these days. You 
buy a car for $1,000, use it for several years and sell it for at least 
as much as you paid for it, The whole thing takes on a fantastic 
Alice-in-Wonderland appearance. A more realistic approach might 
handle the situation this way. The cost of owning an automobile 
depends upon current cost figures. At the time we bought the car 
for $1,000 it appeared reasonable to assume that it would be 
scrapped in four years, and $250 was a reasonable depreciation 
charge. If, in the next year, the same car would sell on the used 
car market for $1,000, but in view of the difficulty of getting new 
cars, it appeared that such a car would be used for five years more, 
the depreciation charge on our own car might well be reduced to 
$200, Then in the third year, if the price was still $1,000 with an 
estimated remaining life of four years, the depreciation charge 
might well be increased to $250, and so on. This would divorce 
depreciation charges from original cost, but it would give a better 
guide for current policy decisions. If we are considering selling 
our fleet of delivery trucks and resorting to public delivery service, 
the decision is based upon present costs of used or new trucks not 
upon our original costs. If we are working out a schedule of de- 
livery charges to different towns and areas, it is present costs not 
original costs which must be taken into account. 

I believe we have always recognized that while the original cost 
basis can be defended as the most practical and feasible basis for 
accounting purposes, we would have to resort to special cost studies 
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which took current costs into account, when we came to specific 
managerial decisions. The point, then, is that during inflation or 
deflation conventional accounting figures based upon original dollar 
costs tend to lose their significance rapidly and even to become 
dangerously misleading. 


Budget Difficulties 

Pity the poor budget maker during these times. I recently 
listened to a pathetic story as a county auditor presented the diffi- 
culties of trying to work out and administer a governmental budget 
during periods of rising prices. The old figures of experience are 
merely a jumping off point into the uncharted sea of speculation 
as to where prices are going. Quantity variations are still valid, 
but comparisons of dollar figures become more and more meaning- 
less and ineffective. 


Balance Sheet Comparisons 


Statement interpretation and comparison are greatly handi- 
capped during these periods of inflation and deflation. It has been 
said that one advantage of using original cost as a basic account- 
ing valuation principle is that the balance sheet figures are homo- 
geneous—they all were computed in the same way and represented 
the same thing. In periods of rapidly changing prices, however, 
these cost figures are anything but homogeneous. They are a 
hodge podge of costs representing varying price levels and, there- 
fore, varying amounts of real purchasing power and effort. Sup- 
pose that the business has four buildings, one built in 1915, one in 
1928, one in 1934, and one in 1945. The balance sheet shows one 
figure for the cost of buildings—$850,000. _It is likely that if all 
four buildings had been constructed in 1946 the cost would be 
$1,850,000. The balance sheet may indicate how many dollars the 
firm has put into buildings at various times but such information 
is of little value. It is important to know whether or not a firm is 
expanding its plant through the years, but an increase from $1,000,- 
000 to $2,000,000 may actually represent no physical incréase at 
all. Current assets tend to be expressed in figures which are much 
closer to present-day prices. Any conclusions which are drawn as 
to the relative amount of capital required to finance the fixed assets 
must take into account the period in which the assets were first 
acquired. Price changes, then, make it difficult to compare groups 
of figures in any single balance sheet and studies of comparative 
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balance sheets mean little unless some adjustment is made for the 
difference in the meaning of the dollar from one period to another. 


Limitations of Profit and Loss Statement 


The current income statement, except for such items as depre- 
ciation, can be used without too much difficulty if the period 
covered is relatively short, such as a month or a quarter, since the 
items largely reflect current costs and prices. Comparisons from 
one period to another, however, may be of dubious significance. 
The dollar sales may be doubled but the actual sales in terms of 
physical units may not have changed or may even have dropped. 
The dollar net income may have doubled but in terms of what this 
net income means to the business or to the stockholders or owners 
as purchasing power, they may be no better off or even worse off 
than they were in the prior year. Or, the dollar net income may be 
the same, and if the business is operating in a period of falling 
prices it actually may be doing very much better than it did in the 
prior year. 


Interpreting Accounting Data 

So much for some of the difficulties we encounter during these 
periods of rapid price changes. Now, what can we as accountants 
do about it? In the first place, and most important of all, we must 
realize ourselves what is going on and do our best to explain to 
management the significance or lack of significance of the current 
financial statements. We should not sidestep our responsibilities 
on the ground that we are not valuers, or appraisers, or prophets, 
and should not insist that all we can do is account for original costs 
and leave the rest to management. We should assume the role of 
interpreters to management and owners of accounting data, and be 
the first to point out the limitations of the figures which emerge 
from the accounts. The assertion that in our opinion the financial 
statements have been prepared in conformity with generally ac- 
cepted accounting principles applied on a basis consistent with that 
of the preceding year becomes little more than a bit of mumbo- 
jumbo in periods of rapidly changing prices. How can we be con- 
sistent with previous periods when the value of the dollar takes a 
big jump one way or the other? We should warn management 
that, in periods of rapidly rising prices, profits are not as large as 
they appear, and that in periods of rapidly falling prices net losses 
are not as large as they seem to be. We should be prepared to co 
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operate with management in the calculation of alternative figures 
which do reflect to the best of our ability current conditions. 


Physical Quantity Data 

There are some things which can be done in connection with the 
cost accounting methods. We should encourage the use of standard 
cost methods and the basing of depreciation upon production and 
use rather than upon the mere expiration of time, since these de- 
vices tend to take care of the variations in productive activity 
which so often accompany severe price changes. We should em- 
phasize the point that during these periods when dollar figures lose 
so much of their significance, physical statistics of production be- 
come the only valid tests of what is going on. It is the number of 
units of product sold not the dollar sales that is important. It is 
the number of units turned out by a factory machine operator in a 
day, not the average unit labor cost, that tells whether or not effi- 
ciency is being maintained. 


Effect of Price Changes 

I do not like the last-in first-out method of arriving at the cost 
of an inventory, since it recognizes the significance of current costs 
at only one point in the entire accounting structure; it leaves the 
balance sheet figure at an ever increasingly obsolete point, and it 
smacks of manipulation with an eye primarily on the income tax 
return. Nevertheless, I have to admit that it serves a useful func- 
tion during these periods of rapid price changes. It comes closer 
than any other method to reflecting current costs and closer to 
giving a true statement of costs of operation and of net income. 
We should emphasize the significance of the distinction between 
fixed and variable costs and be able to point out that in the matter 
of price policy average cost may be completely misleading, since 
it often goes down when prices are rising and up when prices are 
falling, due partly to the fact that many if not most fixed costs lag 
behind the general price trend and partly to the variations in pro- 
duction which so commonly accompany rapid price changes. It is 
a practical truth and no economist’s ivory-tower pipe dream that 
it often pays to sell below computed average cost in depression 
periods. 


Necessity for Appraisals 
We have to take a more charitable point of view as to appraisals 
when we have suffered periods of rapid price changes. Appraisals 
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are not particularly useful during the periods of rapid changes, 
since they are out of date before they can be made and recorded, 
but once prices appear to have leveled off at a high or low point, 
we have in the past and we undoubtedly shall in the future give 
recognition to appraisals in the accounts. When present costs get 
too far out of line with original costs, we have to agree that only 
drastic reorganization of the accounts will permit us to provide 
management with information of the maximum degree of use- 
fulness. 
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Analyzing Business Cycles 


We as accountants ought also to be able to advise business man- 
agement on the best methods of hedging against inflation and 
deflation. Not much can be done, but at least we can point out that 
when prices are rising every attempt should be made to get excess 
cash into material goods and equipment, and that when prices are 
falling just the reverse policy should be followed. Another point 
worth making is that liabilities carrying fixed obligations as to prin- 
cipal and interest offset the fixed claims on the asset side of the 
balance sheet. Dollars which we collect from customers do not 
lose or gain value if we can apply them on accounts or notes pay- 
able. Or, to put it another way, in analyzing the effect of price 
changes on the balance sheet, we can deduct the current liabilities 
from the current assets and consider only the difference. It is good 
policy to borrow when prices are rising and to get out of debt when 
prices are falling. Of course, we are as helpless as anyone else 
when it comes to the really critical question: when has the peak or 
the bottom been reached? There I believe we have to admit that 
accountants are no better guessers than anyone else. 
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STANDARD COST SYSTEM—POSTWAR MODEL 


by WILLIAM E. PERRY, Comptroller, 
The Scranton Lace Co., Scranton, Pa. 


= plant which is the subject of this case study is of medium 

size, containing 560,000 square feet of floor area and employing 
approximately a thousand employees. It is a complete process 
textile plant manufacturing lace window curtains, lace dinner 
cloths, plastic shower curtains, and plastic window curtains. The 
line of merchandise offered consists of about 700 different patterns 
or styles which are sold throughout the United States in the retail, 
chain store, and catalog markets by our own sales force. The 
company installed its first standard cost system in 1922, its first 
operating budget in 1930, and its first plan of incentive compensa- 
tion in 1933. 

Since V-J Day we have spent considerable time revising and 
improving our cost system, so that it may now be referred to as 
our postwar model. The system, as is the case in most textile 
plants, is a process cost system. Its basic principles, however, are 


equally applicable in a system where job costs are required. The 
system provides not only for standard costs but also for operating 
budgets built upon and related to the standards. For orderliness 
in presentation the subject is divided into three parts, as follows: 


1. Organization of the cost system 
2. Setting the standards 
3. Using the system for cost control 


ORGANIZATION OF THE Cost SYSTEM 


General Framework 


The business is divided into three operating divisions—factory, 
administrative, and sales. Next, each of these divisions is depart- 
mentalized so that there is a distinct segregation of costs for each 
foreman, chief clerk, or department head. 

In the factory division the departments fall into three classes: 


1. Productive departments 


2. Service departments 
3. Cost pools 


The first two are self-explanatory, but I should like to comment 
briefly on the cost pools. These pools are not existing physical 
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units, such as a boiler room or a stores department ; they exist only 
on paper, but they are the place in which we accumulate such costs 
as depreciation, insurance, taxes, supervision, etc. 


Account Classification 


The account classification in Exhibit 1 is the postwar model. 
By using a combination of letter prefixes and numbers we have 
attempted to have the account number give some indication of the 
account name. There are two main divisions used in this num- 
bering system, (1) the major account, and (2) the detail cost or 
expense. In the major accounts the letter prefix indicates the 
subsidiary ledger. In the center of the exhibit page there is a 
typical list of factory departments, each using the F prefix. A 
dash is used to indicate the break between the major account and 
the detail cost. The letter prefix to the right of the dash indicates 
the general class of cost. We use the three generally ac- 
cepted divisions—labor, material, and burden—although for 
better identification we have split labor into four sections. 
Each of these divisions is supported by an alphabetical listing of 
all of the major types of labor, material, and burden. Each major 
item of cost is in turn supported by a list of every detail item 
used. These detail items are shown by using a decimal point, and 
then subnumbers which indicate the specific item. An extract 
from the materials account classification appears at the bottom of 
Exhibit 1. 

The identification numbers assigned to labor and material items 
in the account classification are used in the payroll, production 
planning, stores, and personnel departments as well as in the ac- 
counting department. All labor tickets issued and all material 
requisitions use these numbers in place of written descriptions. 
It is a master code to serve all operating purposes and it is capable 
of considerable expansion without becoming obsolete. 


SETTING THE STANDARDS 


Normal Capacity 


Building the standard costs is usually done once a year, the job 
being completed so that the cpening inventory of the fiscal year 
can be priced at the new standards, and that current operations 
for the ensuing fiscal year can be measured against the same stand- 


ard costs. 
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“OPERATIONS REQUIRED TO PRODUCE 


NORMAL CAPACITY 
YARN PREPARATION DEPARTMENT 


Warping Cost Center pins Cost Center 
Operation Units per No. of Operation tes 

Wo. Pattern rations ho. Pattern 
04 +010 ) 0 
01 -020 04 
02 -010 02 
04 


02 005 
03 -010 
ol 020 03 
04 -005 02 























O01 (times required) 2,260 
02 50 
03 120 
530 
2,980 


Exuusit 2. 


- — 














i eat idan cael iain ee en 
e 4 
AeclemCapnge 9e me 


STERN, pines Sn wee 
oes ee ameter eine eames inn seni 


The starting point is the determination of standard normal ca- 
pacity for the entire operation. The basic information developed 
is shown at the top of Exhibit 2. We have adopted a policy of 
setting normal capacity on the basis of a business cycle rather 
than using a different basis for each year. In our mill the weaving 
machines (looms) determine the output and the unit used to ex- 
press plantwise production capacity is the “rack yard” (in Exhibit 
I it is 1,000,000). In addition to setting normal capacity for the 
plant as a complete producing unit, we also set a normal capacity 
for each of the factory cost centers, these being properly related 
to the plant-wide normal capacity. All standard costs are built on 
the basis of the normal capacity setup. 
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After normal capacity is established we next translate it into 
specific items of product to be manufactured in the ensuing period. 
Past production records furnish statistics as to the “rack yards” 
made in each of the 700-odd patterns in the line. These data are 
then adjusted for new patterns to be added, discontinued pat- 
terns, changes in manufacturing specifications, etc. The final re- 
sult is the number of units of each pattern expected to be pro- 
duced at normal capacity level. In Exhibit 2 it is 188,000 units. 

Our next job is to analyze these units per pattern so that we 
can express normal capacity in terms of the quantity of work each 
cost center in each factory department will have to perform in 
order to turn out the expected units of production. It is to be 
remembered that detail factory operation is used both for meas- 
uring work and setting standards costs. In other words, how 
many times will each of the various operations in each cost center 
have to be performed at normal capacity level? The procedure 
followed is demonstrated in the bottom part of Exhibit 2. The 
production department’s specifications sheet shows the operations 
which each pattern must pass through in each cost center in the 
course of manufacture. When this has been done for all cost 


centers, normal capacity has been translated into quantity of work 
to be performed. We know how many times each operation in 
the entire factory must be performed to turn out our normal stand- 
ard capacity of 1,000,000 rack yards. 


Standard Rates and Prices 


The next phase in building the standards is to determine what 
it should cost at normal capacity level to get this work done. The 
first step in determining cost is to establish the expected levels of 
wages and material prices. The wage schedules of the payroll de- 
partment are reviewed and any planned changes are incorporated 
therein. In our standard cost work we generally use the maximum 
rates on each job classification on the premise that any employee 
receiving less than maximum is not performing at top efficiency. 
On raw and direct materials the purchasing department forecasts 
the expected prevailing price on each item in the ensuing period. 
All standard wage rates and all standard material prices are ap- 
proved by the executive committee. The latter also reviews the 
burden accounts and decides what shall be included in the standard 
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Standard Operation Rate Sheets 


The first standards cover the ‘detailed operations in each cost 
center. In our plant there are approximately 1500 operations. 
The basic principles of the standard operation rate sheet which 
we use are shown in Exhibit 3. The top of the form shows a 
description of the operation, each item of cost going into it, and 
the standard quantities of each. 

The standard time allowed (in hours) on time work operations, 
the quantity allowances on all direct materials, and the total ma- 
chine hours or other basis of burden application were all set when 
the operation was first initiated. The new standard wage rates and 
material prices are applied to these standard quantity allowances 
and extended to standard dollar cost. The auxiliary labor is ap- 
plied on each rate sheet as a percentage of the direct labor. The 
development of the standard burden rate for each cost center will 
be covered a little later in our discussion. 

In passing, I might say that the burden may be applied (1) as 
a per cent of labor cost, (2) on machine hours, and (3) on pro- 
duction units, whichever best suits the circumstances. In all cases 
the burden rate is based on the normal capacity of the cost center 
and if the current work program is below that level, the differ- 
ence is charged to a temporary idle facilities account. 

In all cases the production unit used as the basis of the opera- 
tion rate sheets is that commonly used in the cost center as the 
unit of work. In the exhibit a warp is the production unit used 
for the operation rate sheet. However, since many individual 
pairs of curtains in different patterns may come off this warp, on 
the bottom of the operation rate sheet we develop the portion of 
the cost which will be absorbed by each pound of yarn in the warp. 
This cost per pound can be applied on the pattern cost sheet. 


Pattern Cost Sheets 


Exhibit 4 shows a standard cost sheet for one pair of curtains, 
pattern 9900. The raw material or cotton yarn content is deter- 
mined from standard allowance tables, which were prepared on 
the basis of actual tests and which are continuously rechecked. 
The rest of the pattern standard costing is quite simple. We list 
the operations through which it must pass in the course of manu- 
facture, and the units in the pattern, and apply the rates directly 
from the detail operation rate sheets.. The actual pattern cost sheet 
is in considerably more detail than the one in the exhibit. 
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OPERATION STANDARD RATE SHEET 


Warping Cost Center Operation No. 01 


Description - 3,000 yard warp, 3,600 ends, 20/2 yarn, 6 ende per inch, eleyed 
High Speed Marper No. 2 - Weight 998 pounds. 





Account Standard 
No, Quantity 





6.2 hours 
Jacks, filler > ee 


Threader OS See 


labor Auxiliary 
Handler On Direct Labor 


Hander-up 
Taxes, Social Security 


Vacation Award 














Total Standard Cost 








Application to Pattern Cost 


Pounds of warp yarn in pattern $29,953 + 996% = cost per pound $.05 
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Total Standard Inventory Cost of Pattern 
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Department and Cost Center Standards 


As we construct the departmental costs we also show the spread 
of that cost over the various cost centers which are included there- 
in. On separate working papers (not shown as an exhibit) we set 
up the detail operations and the number of times they must be 
performed at normal capacity level. From the operation rate 
sheets, we apply the standard cost for each item of direct labor 
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and direct material and work out the dollar cost at normal capacity 
level. The total figures thus obtained for each cost item are car- 
ried over to the department standard cost sheet shown in Exhibit 5. 

On auxiliary labor, sundry supplies, and burden a reverse pro- 
cedure is used. These items are determined for the whole depart- 
ment on this record and then spread over the cost centers. The 
percentage of auxiliary labor to direct labor used on the operation 
rate sheet is determined here. The standard burden rates for each 
cost center are also determined on this sheet. If burden is applied 
on the labor dollar, the ratio is that shown on this departmental 
sheet. Note particularly that all of the burden shown is a proration 
from a cost pool or service department. In our 1946 setup we 
have no direct burden charges in the productive departments, as we 
have come to the conclusion that all factory burden should first 
be accumulated in the service departments and cost pools for cost 
control purposes, and spread or prorated over the production de- 
partments only for the purpose of building standard costs. 

When all of the departmental cost sheets have been finished a 
summary is prepared listing all the factory departments. This 
summary shows the total standard cost for the entire operation at 
normal capacity level. Thus, suppose that by departments this 
summary showed a total cost of $400,000 for a standard month. 
If we were to take all plant detail operations and multiply by the 
standard operation costs we would also come to a total cost of 
$400,000. Also, if we took the quantity on each pattern and mul- 
tiplied by the standard pattern cost, we would total out at $400,000. 

From the point of view of day to day work, there is a great deal 
of time saved by having the standard costs built three ways. Be- 
cause they were derived from the same basis, they can be used 
interchangeably. For example, plant production can be costed on 
an operation basis when charged into goods in process. This same 
account can be credited for goods finished on a pattern cost basis. 
It permits handling each phase of the work on the easiest basis 
possible. Next, I would like to point out that profit crossover 
charts, sales realization standards, cost of operation forecasts, and 
pertinent factors for the financial budgets are readily available 
from this type of cost system. I presume that by this time you. 
have also guessed that the cost system is tied into the general books 
and is the basis of our whole general accounting system. All in- 
ventory and cost of sales accounts are carried at standard costs. 
Our standard cost system is interwoven with production planning, 
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YARN PREPARATION DEPARTMENT 
PF 42 





Allocation 


To Cost 
T Winding 





Winder, Spool 
Winder, Warp Spool 
Threeder 

Warper 

Jacks, filler 


Labor, Auxiliary 


Backwinder 
Mandler 


Hander-Up 
Taxes, Sooiel Security 
Vacation Award 


Mgteriale, Direct 


Paper, Wrapping 





terials 
Sundry Supplies 





TOTAL 





Burden Pro-Rated 


Space & Equipment 
Supervision, Mill 
Boiler 
Maintenance 
Stores 
































APRIL 1, 1947 951 


payrolls, and factory storekeeping, and this contributes a great 
deal toward efficient and coordinated operations. 


Budget Standards 


Having finished the annual job of building the standard costs, 
we can now turn to the annual job of setting the budget standards. 
In our operating budget we provide a budget allowance for every 
single item of cost in every department throughout the entire com- 
pany. As a result we have really a budget ledger, divided into de- 
partments, with a card under each department for every item of 
cost which occurs therein. One of these cards is shown in Exhibit 
10—for the handling of cost in the yarn preparation department. 

Our budget standards are built upon our standard costs, so we 
first have recorded in detail exactly what went into the standard 
costs. When we start to build our budget our purpose is to get a 
budget allowance for each item at levels of operation ranging from 
50 per cent to 150 per cent of normal capacity. Our first premise is 
that at normal capacity the budgets and standards are identical. A 
committee composed of the operating executive in charge, the fore- 
man of the department, and the cost accountant then determine 


the budget allowance for all other levels of operation. They operate 
under a prescribed set of rules to insure uniform treatment to all 
foremen. When the committee has finished its work, the variable 
budget standards for all lines of operation are set for the coming 
year. 


UsING THE SYSTEM FOR Cost CONTROL 


Principle of Cost Control 


Building the standards is an annual job; controlling costs is a 
continuous, current proposition. In building standards it is neces- 
sary to record costs in such a manner that they can be properly 
applied to the product being manufactured ; the various cost items 
are usually charged to the foreman or department receiving the 
ultimate benefit. If it is not an item which can be charged directly 
then we prorate or allocate it to the ultimate beneficiary or the 
point where cost is applied to the product. This prorating pro- 
cedure must be followed in building stendard costs but it does not 
have to be followed currently for controlling costs. In controlling 
costs, best results can be secured if the items of burden cost are 
allowed to remain in the cost pools and service departments. 
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In other words, we make no prorations of burden costs in our 
month-to-month accounting. Let me give some examples : 


1. Foremen’s salaries. The foreman gets the ultimate bene- 
fit of his own efforts and for standard cost purposes we 
charge his salary to his department by prorating the mill 
supervision cost pool, and it is recovered from the prod- 
ucts manufactured. But the foreman does not set or 
control his own salary. Therefore, for cost control pur- 
poses it is charged to the mill supervision cost pool, which 
in turn is charged to the operating executive responsible 
for the number of foremen and the salary they receive. 

. Another example might be repairs made in a production 
department by a mill maintenance crew. For standard 
costs this item is charged by proration to the production | 
department whose equipment was repaired. But the pro- 
duction department foreman does not control the men 
who make the repair nor does he order the materials 
required. This is done by the foreman of the main- 
tenance gangs. He is responsible for the cost of the re- 
pair. Hence, for cost control, he receives the charges. 


Our postwar standard cost system has been set up so that all 
items of cost are in the first instance charged to the person or de- 
partment responsible for incurring or controlling the cost. In 
productive departments all labor and material are presumed to be 
under the control of the foreman. But note that in productive 
departments the foreman does not incur or control any burden 
items. Therefore, all factory burden items are charged to the 
person who does incur or control them, by the use of cost pools 
and service departments. For establishing standard costs all bur- 
den accumulated in cost pools and service departments is prorated 
to the productive departments. In all current cost control work 
such as the cost ledgers and budgets, no prorations or allocations 
are made. The costs in every instance are charged to the person 
and department responsible for them, and there they stay. 


Cost Covered by Standards 

Now let us review a current monthly closing procedure and see 
how this system works out. We record all actual cost incurred 
by items in great detail in our factory ledger. When all posting is 
finished the productive departments’ ledger cards show labor and 
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Burden Cost & Variances 
Entire Factory 


Burden Earned by Standards in Productive Departments 


Yarn Production 
Weave 

Brown Mending 
Bleach and Dress 
White Mending 





Actual Burden Cost for Period—Cost Pools and 
Service Departments 
Cost Pools— 
Space and Equipment 
Supervision, Mill 


Service— 


Maintenance 
Machine 
Stores 





Variance Gain 
Exuusit 7. 


material costs incurred. All the actual factory burden costs have 
been accumulated in the cost pools and service departments. Ex- 
hibit 6 shows to what extent actual costs have been covered by the 
standard costs. We start this part of the work by securing for 
each cost center in each department the number of times each 
operation was performed. By applying the total labor, material, 
and burden rates from the respective rate sheets, we determine 
the amount covered by the standard costs. This is compared with 
the total actual labor and material costs, and variances from stand- 
ard are determined. In the exhibit we have determined the 
amount of burden covered by the standard costs for this depart- 
ment. This is carried over to Exhibit 7 where, by adding similar 
totals from other productive departments, we secure the total 
burden earned for the factory as a whole. In dividing the plant 
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into departments, we generally try to follow the natural breaks 
in the manufacturing processes, and also to observe the jurisdic- 
tional limits of the foreman. As a result we frequently find that 
a department includes more than one step in the manufacturing 
process. In such cases we divide the departments into cost cen- 
ters, setting up a cost ceater for each battery of machines or 
group of employees performing the same kind of work. 

The next important subdivision of cost is made in the factory 
cost centers. While only one general type of work is performed 
in a cost center, upon observation it will be noted that a variation 
exists in the handling of different product items passing through 
it. For a simple example, take the packing cost center where the 
various products are labeled and boxed. There are several dif- 
ferent types of boxes and labels used, and anywhere from one to 
twelve units may be placed in a box. Each type of packing is a 
separate operation and each has a different cost. Therefore, in 
each cost center we make a further subdivision of cost; we break 
cost down so as to apply it against each of the detailed opera- 
tions performed therein. 

The framework of our cost system thus has been established. 
The factory has been departmentalized, the departments divided 
into cost centers, and the work flowing through the cost centers 
broken down into detailed operations. The next point concerns 
the “items of cost” recorded within this framework. Proper classi- 
fication and recording of details of cost are a fundamental re- 
quirement for a good cost system. Our account classification pro- 
vides a fine degree of detail in recording costs. It provides for 
recording 145 different job classifications of labor, 243 items of 
materials, and 96 items of burden cost. This detailed recording 
is used both in setting standard costs, recording actual operating 
costs, and in our budget reports. However, in our actual cost 
ledgers all burden rests in the cost pools and service depart- 
ments, so we compare the total actual cost of this group against 
the amount earned in the productive department to determine our 
burden variance. For closing the books, all labor, material, and 
burden standards and variances are determined only in tota!s by 


departments. 


Standard Cost Breakdown 


Once the monthly closing is out of the way the cost department 
immediately begins preparation of the operating budget reports. 
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Since the budget allowances are primarily based on the standards, 
our first job is to break down the total labor, material, and bur- 
den earned by the standards into the respective component parts; 
or in other words, into detail items of cost. What we want to find 
out is how much did the standard earn on each item of cost? 
The procedure for breaking down the labor in the bleach and dress 
department is demonstrated in Exhibit 8, the cost breakdown 
sheet. Thus total operation costs are broken down into the detail 
items of cost and the standard cost on each item posted in its 
proper column. These rates are then applied to the monthly pro- 
duction on the various operations, and as a final result our total 
of $4,149 is broken down into the eight items covered. 

The breakdown sheet for burden is shown in Exhibit 9. On the 
left side of the sheet are shown all the items of cost exactly as 
they were set up in the original standard costs, and the per cent 
that each is to the grand total of all burden. In the right-hand 
column at the bottom we have the amount earned by the standard 
costs on the current month’s production, as developed on Exhibit 
7. To break down this total earned burden for the month into 
items of costs, we apply the percentages developed on the normal 


capacity standards. This gives us the amount earned by the stand- 
ards on each detail item of burden cost. 

Once the cost breakdown work is complete and we have in 
hand the amount earned by the standards on every item of cost 
in every department, we have the starting point for setting the 
detail budget allowances. 


Preparation of the Budget 

The budget work is done in a separate cost department budget 
ledger, in which we have previously set the budget standards. In 
Exhibit 10, the actual cost of each item is posted from the factory 
ledger, the amount earned by standard costs is posted from the 
standard cost breakdown sheets. Simple comparison reveals the 
variation from standard. All of this is recorded in the columns 
on the right side of the card. The level of operation for the 
departments is determined by comparing the standard labor earned 
in the month with the normal capacity standard labor. Now we 
are ready to determine the budget allowance for the month. On 
those items of direct labor and direct material which vary in direct 
proportion to production, the budget allowance is the amount 
earned in the standard costs. On items of auxiliary labor, depart- 
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STANOARD COST BREAKDOWN - BUKDEN 
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mental supplies, and burden items which do not vary directly with 
production, the amount to be allowed at the various levels is shown 
in the variable budget setup. The budget allowance is therefore 
made by the cost man according to the level of operation. Once the 
budget allowance is determined and posted in the column provided, 
the difference between it and the actual cost incurred is the budget 
variance. By subtracting this from the total standard cost variance 
we determine the variance arising from the level of operation. 

In the lower left-hand corner of the card there is a space for 
budget changes. Whenever operating conditions affecting the item 
of cost have been changed by management since the standards 
and budget allowances were set, the budget allowance basis is prop- 
erly adjusted. Such items as plant-wide increases, changes in 
manufacturing specifications, and introduction of new machinery 
are handled here. In this way the budget is always up to date. 


Reports 

There are several reports which are issued for cost control 
purposes but the one given to the factory foremen is probably 
the most interesting. A sample of the departmental budget report 


used is shown in Exhibit 11. Every item of cost incurred in the 
department, described in detail, is shown on the budget report. 
At the end of each year the foremen are paid a bonus equal to 
ten per cent of their budget savings. 

In addition to the departmental budgets we also issue a sum- 
mary report for the entire operation. This summary report shows 
only department totals, and the departments are grouped under 
the name of the officer responsible for their operation with a 
subtotal so that the vice president in charge of operations can 
see to what extent each subordinate is meeting his budget. 


Summary 

The operating budgets which I have described have the ad- 
vantage of being built upon the staridard costs, so that they are 
all part of the same system. The budget allowances are based 
upon the work actually performed in each of the factory depart- 
ments. Flexibility is provided to absorb current changes, which 
is most important if budgets are to be effectively used. The re- 
ports are simple but in complete detail, and the spots which re- 
quire attention stand out. Use of the annual bonus plan provides 
an incentive to foremen to watch costs and methods closely. 
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COST ACCOUNTING'S ROLE IN MANAGEMENT 


by F. J. CARR, Controller, 
Mallinckrodt Chemical Works, St. Louis, Mo. 


5 eechd cost accounting is an important tool of management will 

probably be accepted as a fact by everyone. Many of our 
important decisons must be predicated upon information contained 
in cost reports. Past history or future forecasts may be involved, 
but in either case, the work of the cost accountant may influence, 
for good or ill, basic policy decisions. 

In my opinion, there often exists on the part of both manage- 
ment and the cost accountant a mutual lack of understanding of 
each other’s problems and viewpoints. The cost accountant, steeped 
in his problems of accumulating, distributing, and interpreting cost 
figures, and bound by the practices and conventions of his trade, 
may lack some appreciation of the use of the end result and. the 
vital importance to management of truly correct cost figures. Man- 
agement, on the other hand, looking chiefly at the end result and 
often having preconceived ideas of what that result should be, may 
fail to recognize the inherent difficulties and problems involved in 
the computation of the figures. 

The need for correct cost information is axiomatic and yet, how 
often have I seen doubt and disbelief on the part of the person 
using the figures. How often have I heard the comment “The fig- 
ures can’t be right.” “What is the matter?” says the manager, 
“You tell me it costs 98 cents a piece to make our eight-inch 
monkey wrench and we sell it for only a dollar. These figures 
can’t be right.” Or perhaps, “We just put in that new atomic cast- 
ing machine which was guaranteed to cut our costs by twenty per 
cent, and you show that our castings are now costing three cents a 
pound more than they did before. The figures can’t be right.” 

I recall an experience of my own some years ago when the presi- 
dent of my company blew up in an executive committee meeting 
with the statement “I get the damnedest figures around here. The 
engineers tell me one thing, the accountants tell me another, and I 
don’t believe either of them.” 

In the whole field of accounting, this seems to apply to cost ac- 
counting more than any other branch. An income statement is 
accepted at its face value. Sales statistics are taken as gospel. But 
costs? “No sir, I don’t believe them.” Is it possible that you don’t 
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want to believe them, that they have a habit of showing up un- 
pleasant facts that you prefer not to believe? Are the figures 
really wrong? Or is it a matter of opinion or interpretation, or of 
understanding what lies behind the figures ? 

I do not defend the cost accountant, nor the accuracy of his fig- 
ures. Surely, mistakes are sometimes made and incorrect figures 
may result. I do, however, want to point out some problems of the 
cost accountant that produce what to some may appear to be ques- 
tionable results. 

Lack of Uniformity 

In the first place, accounting is not an exact science. It is a code 
of principles and practices and conventions that has developed over 
the years. It has proven in actual experience to be practical and 
to product results that reasonably represent the facts. True, it 
provides certain fundamental rules and techniques that are fixed, 
but accounting has developed and expanded far beyond the simple 
rule of debit and credit and questions arise that concern matters 
outside of the technical rules. 

Have you ever tried to compare the income statements or the 
balance sheets of two concerns, even those in the same industry, 
only to find that accounts are so different as to defy comparison? 
What one company classifies as an expense, the other will treat as 
an element of cost of sales. What one includes in selling, the other 
may put in administrative expense. Where one. will consider an 
item as current expense, the other will call it a surplus adjustment. 

These are merely illustrations of almost countless differences 
that may occur. They are arrived at by the same accounting tech- 
niques. The accounting departments of both companies may be 
equally competent. Yet they arrive at different results.” The reason 
is that accounting principles allow a wide latitude of application 
depending upon individual judgment and preferences. To the ex- 
tent that companies within specific industries may get together to 
develop uniform practices, there is an advance toward compara- 
bility of results; but there has been hardly more than a beginning 
of this trend.@ 

If this difference in application of principles is true in gen- 
eral accounting, how much more significant is it in cost ac- 
counting? General accounting covers broad classifications, such as 
cash, inventories, receivables, and fixed property. In cost account- 
ing one gets into all the ramifications of distributions and reclassi- 
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fications that measurably complicate the situation and increase the 
opportunity for variation. Because your competitor may claim to 
be making screw drivers for 30 cents while your cost department 
says yours cost 32 cents is no sign that the figures are wrong. If 
you hear that your competitor’s cost of making hammers is a dollar 
and a quarter while your cost is only a dollar, don’t start patting 
yourself on the back. It may be a fact that your costs are higher 
or lower, or it may be simply a difference in accounting—perhaps 
in the way you respectively distribute your factory burden. But 
more about this distribution business later. 


Accuracy of Basic Data 


My next point is the obvious fact that costs are no better than 
the basic data from which they are compiled. Does the foreman 
report time distributions and is he careful to have them accurate? 
Or does he just turn in figures that add up to eight hours per shift? 
After all he is not an accountant. His job is to produce goods and 
not figures. He cannot be blamed for a lack of interest and perhaps 
some carelessness in his reports. Are material and stores inven- 
tories properly protected and correctly reported? Are the data 
used for burden distributions based on careful consideration and 
study? In a standard cost system, are the standards based on ade- 
quate facts concerning physical performance? These are types of 
questions, the answers to which can materially affect the sound- 
ness of the cost results. 

Perhaps the most important question on this point involves the 
responsibility given to the cost accountant, and the authority he 
has to make certain that the basic data are correctly reported. He 
knows the importance of this matter, and he realizes the handicap 
resulting from his inability to secure the type of information he 
knows is required. Give him the chance to do a real job, and it 
will go a long way towards giving you more reliable costs. 


Importance of Burden 


Now to return to the question of distribution. The most difficult 
problems in cost accounting arise from this source Direct labor 
and material elements can be practically exact if reporting pro- 
cedures are carefully worked out and if the work is properly per- 
formed. Even in the case of burden, it is not particularly difficult 
to know accurately the total amounts. Account classifications are 
designed to furnish total costs by divisions for control purposes. 
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For example, you know the total payroll for factory administra- 
tive departments, or the expenditures for rent and real estate taxes, 
or the amount of the telephone bill. It is in trying to allocate these 
items to the costs of individual products that you run into differ- 
ences of opinion which may lead to arbitrary decisions. 

Burden may be an important or an unimportant item of cost. I 
have seen it run all the way from 50 per cent to 400 per cent of 
direct labor, or from 15 per cent to 40 per cent of total cost. Its 
relative importance is obviously a controlling factor in the deter- 
mination of the amount of care and time that must be allowed in 
planning its handling and in recording its elements. If it is a 
small element of cost, even a large margin of-error may be unim- 
portant. If it is a major factor, it must receive greater attention. 
Methods of Distribution 

Methods of distribution vary from the extremely simple to the 
most elaborate. On the one hand, some companies distribute all 
burden as a simple percentage of direct labor or of prime cost, 
or as a simple rate applied to direct labor hours. Other companies 
make detailed studies of each element of overhead expense and 
allocate each element on some basis that reasonably accords with 
the facts. This is not the place to discuss at length the problems 
or methods of burden application. One incident will serve to illus- 
trate the possible effect resulting from the use of different methods. 
A company manufactured a general line of electric cables, in- 
cluding rubber insulated cables. For this product, after the rubber 
covering was applied the cables were wound into pans which were 
placed on a truck and wheeled by a day laborer into the vulcanizer. 
The door was fastened shut and the steam turned on. After a 
time, the door was again opened and the trucks were wheeled out. 

The company applied its overhead in one total, in which steam 
was included, as a percentage of direct labor. The effect was that 
the vulcanizing operation, having very little direct labor, received 
almost no charge for steam, while in fact it used almost all of the 
steam delivered to the department. In this case, steam was a sig- 
nificant element of the cost, and even casual study indicated that 
charging steam to the operation as a separate element was justi- 
fied. By this means vulcanized cable as a product then assumed its 
proper proportion of steam cost. Perhaps you will say that the 
method originally used was rather far-fetched, but this actually 
happened. Granting that this is an extreme case; nevertheless a 
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review of your own situation may reveal that you are not with- 
out skeletons in your closet. 


Changes in Procedure 


My next point concerns the effect of changes in procedure. For 
example, comparison of cost figures today with those for the same 
product three years ago may result in some unexplained differences. 
Some of it may be due to changes in material costs, some due to 
increased labor rates, some due to increase in total overhéad. But 
all these elements put together may not account for the entire 
difference. Some of the balance may be due to changes in cost 
methods. Not that anyone would recommend the elimination of 
changes. Cost accounting must be dynamic ; it must keep up to date 
with new developments and new ideas. There is always room for 
improvement within any organization. 

Where unexplained differences appear to be due to methods 
changes, the question to be asked is whether today’s costs are 
better, more accurate, more in accord with the facts than yester- 
day’s costs. If the answer is yes, then today’s costs should be 
acceptable as the guide for today’s action. After all, we cannot 
do anything now about yesterday’s cost or the costs of three years 
ago. We should strive for perfection and even though comparison 
with past performances is an important aid to cost control, it is 
even more important that we be sure of our ground today. 


Volume Changes and Standard Costs 


Another factor that complicates comparison with past records 
is the influence of changes in volume. Other factors being equal, 
costs will be higher as volume decreases because of the failure to 
absorb fixed expenses. This has led to the efforts of cost account- 
ants to separate fixed and variable expenses, so that they can be 
properly related to volume, and the attempts to establish costs 
on the basis of normal volume in order to eliminate the differen- 
tials caused by fluctuating volume. Of course, the two questions 
of what is normal volume and what is fixed expense are open 
to argument, but experience should furnish a guide in arriving 
at acceptable standards. Past experience alone, however, may not 
give the answer. I know of at least one case where a company 
adopted as a slogan “The Unfixing of Fixed Expenses” and suc- 
ceeded in eliminating substantial amounts that in the past had 
always been considered fixed. 
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Because of these and other factors entering into the interpreta- 
tion of cost figures, the modern trend is in the direction of wider 
adoption of standard costs. These establish costs on the basis of 
what they should be under a given set of circumstances. They 
take into account the operations at normal volume, the proper 
use of materials, and the expected efficiency of labor. They allow 
for careful analysis of overhead factors and their distribution on 
the basis of factual data. They are costs that do not fluctuate 
from period to period, but instead they throw out the inevitable 
fluctuation from standard through variation accounts. The latter 
are subject to analysis to show why expenses were more or less 
than standard and form the basis for effective cost control. At the 
same time, the cost standards should be acceptable for price 
determination, budget forecasting, and policy determination. 


Cost of Cost Accounting 


Now I come to the question of the cost of cost accounting. How 
much should be spent in the attempt to attain perfection? The 
answer to that question must be a practical one. Obviously, too 
much can be spent in the search for theoretical exactness. Too 


little may result in figures of questionable usefulness. Somewhere 
between these extremes must lie the answer, and the amount must 
be determined by the practical limitations in each case. One of my 
favorite college professors used to say that the chief value of a 
college education is that it gives one an appreciation of the rela- 
tive value of data. It is this question of relative value that should 
influence our appraisal of the amount we should spend for cost 
accounting. 

The story is told of the wheelbarrow manufacturer who was 
seeking a war contract and was asked if his equipment could 
work to close tolerances. His reply was made with assurdfice 
that he worked within a tolerance of a sixty-fourth of an inch. 
To the precision instrument manufacturer, accustomed to tol- 
erances measured by ten-thousandths of an inch, his reply may 
have seemed amusing, but to the wheelbarrow manufacturer it 
was a perfectly sincere and adequate statement. The analogy that 
I want to draw is that if practical and satisfactory results in cost 
accounting can be attained by rough and ready methods, they are 
certainly the methods to be used. On the other hand, if a business 
is such that a fraction of a cent is significant to its competitive 
position, then it may require a more expensive cost procedure to 
make sure of the facts. 
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Give me everything I want and I will produce costs approach- 
ing theoretical exactness. I shali want a time sheet for every 
employee in the company, from the president to the day laborer 
and the office boy. I shall want meters on every motor, with 
recording devices to give me the electrical cost for every truck 
lead of material moved about the plant. I shall want a multitude 
of production centers so that charges can be allocated in the finest 
detail. I shall want every employee to spend half of his time in 
paper work and a small army of cost clerks to accumulate and 
compile information. Even then I shall have to resort to a certain 
amount of expense allocation by formula. When the factory man- 
ager is negotiating a new labor agreement, what product should 
be charged? At some point, distributions become necessary. 

Impractical, you say, impossible! Yes, I agree with you. You 
would go broke figuring costs under such a setup. I have delib- 
erately dramatized the point in order to drive home the thought 
that cost accounting problems are practical problems that must be 
solved in a practical way, that the expenditure for cost informa- 
tion must be balanced against the value of the results to be ex- 
pected. How many electric meters should you have to distribute 
the cost of electric current? It depends on the value of the re- 
sults to be achieved. Into how many elements should overhead be 
divided and allocated by different formulas? It depends on the 
nature and significance of each item and the kind of practical 
basis that can be established for its allocation. Do you make a 
thousand items of which a hundred give you ninety per cent of 
your volume? Perhaps satisfactory results for practical purposes 
can be attained by keeping detailed costs on only the hundred 
items. 

Yes, the cost of cost accounting is one of the problems that must 
receive careful consideration. Perhaps the figures are not right 
because you are unwilling to spend the money to make them right. 
On the other hand, how nearly right must they be for your par- 
ticular purposes? Answer that question, and the question of ex- 
penditure very nearly answers itself. 

On the other hand, I might ask how much are you spending 
on frills and fancy work? What work is done in the preparation 
of data or reports that serve no useful purpose? How often has 
a special report been prepared and then continued as a periodic 
report long after its usefulness had passed? How much informa- 
tion is compiled on the off chance that it might be required at 





PESSRF_ BBRE _ 


— FF FF FS FF a tC 6 h.hlUCCm.hlULP 


APRIL 1, 1947 


some future date? These all add to the cost of cost accounting 
and may represent fruitful fields for investigation. Perhaps cut- 
ting out the nonessentials may release the money to make 
desirable changes. 


Nature of Problem 


When you say “The figures can’t be right,” are you familiar 
with all of these problems and difficulties that the cost accountant 
faces when he prepares reports for you? Do you know what is 
back of the figures that he gives you? Perhaps if you would take 
the opportunity to discuss with your cost accountant the plans 
and procedures that he follows, you might get his own ideas of 
the things that must be done. He can tell you the practical limits 
within which he must work. He can usually tell you the extent 
to which the figures are right or wrong. He knows what changes 
he would like to make in order to insure more reliable results. 
Give him the chance to explain his problems and then give him 
the backing to enable him to work out their solution. 

Have I strayed from the subject? Remember that the subject 
is “Cost Accounting’s Role in Management.” I believe that what 
I have said is at least pertinent to that subject. I might have 
started out in the traditional pattern by saying that in the man- 
agement picture cost accounting performs five principal func- 
tions : 

1. To determine periodic profits. 
2. To evaluate inventories. 

3. To control cost. 

4. To determine selling prices. 

5. To aid in budgetary planning. 


I could have expounded at length on each of these functions 
and pointed out where cost accounting is useful or necessary in 
each of them. But that has been covered in great detail in talks 
and written articles. It has been the subject of whole meetings 
and conventions. 

I have preferred to point out some of the underlying problems 
that are involved in making cost accounting serve these purposes. 
Obviously, the control of costs may be ineffective unless the costs 
are right; competitive positions may be threatened if selling 
prices are based on unsound costs. Hence I would shift my text 
from “The figures can’t be right” to one that says “The figures 
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must be right.” In order to be right they must be based on a 
soundly conceived plan and an accurate accumulation of data. The 
plan must be kept within practical limits. The inexactness of the 
science of accounting gives freedom and latitude to develop the 
plan best suited to any particular need. The methods of distribu- 
tion used must be adapted to the significance of the item being 
distributed. Progressive changes should always be aimed toward 
better, more accurate, more representative results. Standard costs 
may be the answer to individual cases. 


Conclusion 


Cost accounting should be looked upon as a vital cog in the 
industrial machine and not as a necessary evil. Enough money 
should be budgeted for the cost department to do an adequate job 
under the particular circumstances without anything for unnec- 
essary frills. When you look at the cost figures, recognize the 
limitations that surround them, and try to understand the under- 
lying theories and practices used in their compilation. In other 
words, accept them for what they are, namely, a compilation of 
data, based partly on facts that can be directly and accurately 
charged to a product, and partly on facts that by their very 
nature must be allocated according to the conventions of cost 
accounting that have proven practical through the years. 

The present economic situation only serves to increase the 
importance and value of cost data. The period of production at 
any price to support the war effort has given way to a renewed 
struggle for survival. Economic pressures abound on every side. 
The demands of labor, government controls, and the difficult 
material supply situation all contribute to the difficulties of opera- 
tion and have their effect on the cost picture. 

Making policy decisions may be more difficult than ever before. 
What effect will a wage increase have on unit costs? Should 
plant be expanded or contracted? What will a new product con- 
tribute to operations? Should unprofitable old products or those 
of low volume be dropped? Should old hand methods give way to 
investment in labor saving devices? Every one of these questions 
has its cost implications. The assurance with which you answer 
them will depend to a large degree upon your confidence in the 
cost figures. That confidence, in turn, will obviously depend upon 
the soundness of the cost figures themselves, but of equal impor- 
tance will be your understanding of them. 





